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SUBJECT: Income Tax Deduction for Medical Care Insurance.

FISCAL ANALYST: Diane Powers
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FUNDSAFFECTED: X GENERAL IMPACT: State & Local
DEDICATED
FEDERAL
STATE IMPACT FY 2002 FY 2003 FY 2004
State Revenues (90,000,000) (94,500,000)

State Expenditures

Net I ncrease (Decr ease) (90,000,000) (94,500,000)

Summary of Legidation: (A) This bill provides an income tax deduction to an individual taxpayer for
medical expensespaid by theindividual and not compensated for by insurance or otherwise. (B) Thebill also
provides an income tax deduction for self-employed individuals for insurance premiums paid for medical
care to the extent the premiums are not deductible under the federal Internal Revenue Code.

Effective Date: January 1, 2002 (retroactive).
Explanation of State Expenditures: There will be some administrative expenses for the Department of

State Revenue to revise tax forms, instructions, and computer programs. These expenses will be covered
under the Department's existing budget.

Explanation of State Revenues: This bill provides for two individual income tax deductions for medical
insurance premiums which will reduce revenue collections by $90 M in FY 2003 and $94.5 M in FY 2004.
(A) Individual sareall owed to deduct theamount that they pay for insurance premiumscovering medical care
for the taxpayer, the taxpayer's spouse, and the taxpayer's dependents. (B) The bill also provides anincome
tax deduction for the amount of premiums paid by sole proprietors, S corporation shareholders, or partners
to the extent that the premiums paid by these businesses are not deductible under the Internal Revenue Code
(IRC).
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(A) The deduction for insurance premiums paid by individuals is estimated to reduce revenue collections
by $87.5M in FY 2003 and $94.5 M in FY 2004. Based on datafrom the Office of National Health Statistics,
itisprojected that employee contributionsto private healthinsurancein Indianawoul d be approximately $2.6
B in 2002. Health insurance expenditures by private health insurance companies have been increasing at
7.95% annually. Therevenuelossfrom thisdeductionwill continueto grow as premiumsincrease over time.

(B) Thedeductionfor insurance premiums paid by sole proprietors, Scor poration shareholders, or partners
which are not deductible under the federal Internal Revenue Code (1RC) will reduce revenue collections by
$2.5M in FY 2003.

The IRC deduction for these expenses has increased over the last few years. The percentages of premiums
paid by the self-employed persons eligible for the federal deduction are outlined in the following table.

Tax Year Per cent of Premiums
Deductible
2001 60%
2002 70%
2003 & 100%
Beyond

Thisbill would allow astate deduction in theamount whichisnot covered under thefederal deduction. (This
is because the federal deduction flows through to the calculation of federal adjusted grossincome, whichis
the starting point for calculating Indiana income taxes.) Under the current federal schedule, the new state
deduction is reported below aong with the corresponding revenue loss. Beginning in tax year 2003, this
deduction would not generate any additional revenue loss since the federal deduction is set at 100% of the
medical care insurance expenses. This deduction is effective for tax years beginning January 1, 2002, and
would affect revenue collections in FY 2003.

Current New State Tax Year
Tax Year Federal Deduction Revenue
Deduction L oss
2002 70% 30% ($2.5 M)
2003 100% 0 0

Individual Income Tax revenue is deposited in the General Fund.

Explanation of L ocal Expenditures:

Explanation of L ocal Revenues: Countieswith alocal optionincometax will experiencea lossof revenue
as aresult of these deductions.

State Agencies Affected: Department of State Revenue.

L ocal Agencies Affected: Counties with alocal option income tax.

I nfor mation Sour ces. Joint Committee on Taxation; Statistics of Income Bulletin, Summer 2000, Internal
Revenue Service; Health Care Financing Review; Agency for Health Care Policy and Research, National
Medical Expenditure Survey data.
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